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GENERAL COMMENTS
Where property is transferred, or an option to acquire

property is granted, as compensation, but the property is

subject to restrictions at the time of transfer, proposed
amendments to Regulations Sections 1.61-2(d)(5) and 1.421-6(d)

would require the value of such property to be Included in
gross income as compensation on the date such value can be

first ascertained.
restrictions lapse.

Generally, this would be the date when the
The proposed changes would apply to pro

perty transferred and options granted after October 26, 1968.
The proposed amendments under Regulations Section

1.421-6(d)(1)(i) would require that the amount of compensation

be measured by the difference between the purchase price of the
property and the fair market value of the property on the date

the restrictions lapse.

Existing Regulations require that such compensation
be measured by the lesser of (1) the difference between the

purchase price of the property and the fair market value of the

property at the time of its acquisition, or (2) the difference
between the purchase price of the property and either its fair
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market value at the time the restrictions lapse or the consider

ation received upon its sale or exchange, whichever is applicable.

We believe that the Treasury Department has over
reacted to the publicity which has been given to restricted
property transfer plans, no small part of which was attributable
to the publication of Revenue Ruling 68-86 approving such plans.

We suggest that the proposed change in the Regulations is

questionable in theory and unwise as a matter of policy.

The pertinent Regulations under Sections 1.61-2
and 1.421-6 were proposed in 1956 and adopted in 1959.

They

were designed to overcome the problem created by court decisions
in Kuchman (18 TC 154) and Lehman (17 TC 652).

The former case

held that there was no incidence of tax upon the transfer of

property subject to substantial restrictions.

The latter held

that there was no incidence of tax when such restrictions
lapsed.

The Internal Revenue Service published its non-acquies

cence in the Lehman decision and for the past ten years has
uniformly applied the rule that the lapse of restrictions is the
taxable event but that the amount of compensation is limited to
the bargain purchase element at the time of transfer or, if less,
such element at the time when the restrictions lapse.

The

necessary concomitant of this rule is that the employer’s

deduction is limited to the amount treated as compensation to
the employee and such deduction is deferred until the time when
the employee reports ordinary income.

This has been a workable

rule and has been so accepted by taxpayers.

From the aspect

of the cash-basis recipient, it is also consonant with the con
cept that he does not realize income until he receives, actually
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or constructively, cash or property which can be converted into

cash.

As a practical matter, it has cost the Treasury only

the use of money on the excess of the individual’s tax bracket

over that of his employer.

The Treasury has collected a

capital gains tax, generally at 25 percent, on much of the

appreciation in value of the property after the date of transfer.

It is improper, in our opinion, to analogize the

transfer of restricted property to the issuance of a non-qualified
stock option.

The Internal Revenue Service rules on such options,

while questionable with respect to their severity, were posed
solely as a pragmatic solution to the valuation problem.

The

existing restricted property rules recognize not only the problem
of valuation, but, more importantly, the cash basis concept
mentioned above which postpones the taxation of the bargain

purchase element as compensation until restrictions are removed.

A less objectionable result would be obtained by
changing the "lesser of” rule contained in Regulations Section

1.421-6(d)(2) and taxing at the time when restrictions lapse the
bargain purchase element which existed at the time when the pro

perty was transferred.

But we see no justification for taxing

the post-transfer appreciation as ordinary income.

The employee

generally has an investment either through a cash purchase or

through foregoing a bonus which would have been paid in cash.
He has voting rights and receives dividends.

He has the risk of

loss.

We also question the advisability of the proposed

change as a practical revenue matter.

To the extent that the

Treasury is collecting a capital gains tax on the appreciation
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without an offsetting deduction for the employer, it would

actually lose revenue under the new proposal unless the employee
were in the maximum tax bracket.

Suppose the following for an

employee in the 60 percent bracket:
Spread at date of transfer

$ 50,000

Spread at date restrictions lapse $100,000

Under existing Regulations:
Tax on individual:
Ordinary income

$ 30,000

Capital gain

$ 12,500
$ 42,500

Corporate tax benefit

$ 26,400

Net to Treasury

$ 16,100

Under proposed Regulations:
Tax on individual

$ 60,000

Corporate tax benefit

$ 52,800

Net to Treasury

$

7,200

Moreover, the Treasury is currently collecting tax at ordinary
income rates on the dividends paid to the employee without an
offsetting corporate deduction.

Adoption of the proposed rules

will simply cause most arrangements to be recast as "phantom
stock" with the employer-corporation receiving a compensation

deduction for the dividend equivalent--a further revenue loss.
The proposed regulations appear to present an

additional problem regarding the amount and timing of income to
be recognized by the employer-corporation when the bonus given
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stock) with sufficient restrictions to prevent the property

from having a readily ascertainable fair market value.

Is

the income recognized by the employer-corporation based on the

fair market value of the property at the date it is transferred
to the employee or based on the fair market value of the
property at the date the restrictions lapse?
Example:

On July 1, 1956, X Corporation purchased

1,000 shares of Duplicating Corporation stock at $7 per share.

On November 1, 1968, when the Duplicating Corporation’s stock

(without restrictions) has a fair market value of $30 per share,
the 1,000 shares are given by X Corporation to E, an employee,

as a year-end bonus, with the restriction that if within 5

years from receipt of the stock E’s employment at X Corpora
tion terminates for reason other than death or disability,

E must offer to sell the restricted shares to X Corporation for
the lower of $30,000 or the market value without restriction

at the time of his termination.

In order to insure the enforce

ability of the restriction, the shares are held in safekeeping
by a neutral third party.

On November 1, 1970, when Duplicating

Corporation’s stock (without restrictions) has a fair market value
of $50 per share, E dies. Since under the proposed regulations

the stock has a readily ascertainable fair market value for
the first time upon E’s death, $50,000 compensation would be

included in E’s gross income for the taxable year closing with
his death.

Does X Corporation realize income of $23,000 on

November 1, 1968 when the stock was transferred, and a deduction
of $50,000 as of November 1, 1970 for compensation to E?
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and should be reconsidered.

In any event, every proffer of

restricted property should be regarded as the grant of an
option and the changed rules should not apply to property

transferred pursuant to awards or elections made or to options

granted prior to the date upon which the changed Regulations
are adopted in final form.

It is noted that Subparagraph (2) of Regulation

Section 1.421-6(a), with the applicable date of September 25,
1959, with respect to certain transfers of property, was added

when Regulations Section 1.421-6 (which was first proposed on
November 10, 1956) was adopted in final form on September 24,

1959.

This precedent should be followed with respect to these

proposed changes.

